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Since the May 20 meeting of the FOMC, the dollar has come under sporadic 

bursts of selling pressure.  On balance dollar rates have declined by 3 percent against the 

German mark, 4 percent against the Swiss franc, by 2 percent against the pound sterling 

and 2 percent against the Japanese yen.  Against the EMS currencies and the Swiss franc 

the decline would have been much greater except for our intervention.  During the period 

the Desk sold a total of $1.8 billion of German marks of which $1 billion was for Federal 

Reserve account and the rest for the Treasury.  Swap drawings by the Federal Reserve on 

the Bundesbank increased by $734 million, to $1,065 million.  In addition, we sold $187 

million of Swiss francs, of which $141 million was for the System and entailed drawings 

on the swap line in the amount of $11 million equivalent.  Since the German mark is low 

within the EMS currency band, we supplemented our operation in marks by selling also 

the currency which was at the top of the band, the French franc.  Sales of French francs 

amounted to $53 million, and we increased our swap debt to the Bank of France by that 

amount to $127 million.  In sum, Federal Reserve swap debt, all incurred since the turn in 

interest rates in April, now amounts to $1,203.5 million equivalent.  Selling pressure on 

the dollar has been particularly strong on recent days; market participants widely expect 

that the pressure will continue and perhaps intensify over the weeks ahead.  To market 

participants we talk to, our operations are again being perceived increasingly as an effort 

to prop up the dollar rather than simply to smooth out fluctuations or to restore good two-

way trading.  It is precisely in such an environment that intervention rapidly  loses its 

effectiveness. 
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The market remains extremely sensitive to interest differentials; through much 

of the period, short-term interest rates in the U.S. and the euro-dollar market have 

fluctuated at about the same levels and occasionally below interest rates in comparable 

instruments in Germany and in the Euro-mark market.  This is a relationship which is 

considered unfavorable by market participants in view of the wide difference in inflation 

rates which remains between the two counties and which is expected to remain even as 

our own inflation rate may abate somewhat as the result of the recession here.  Large 

amounts of funds have flowed into Germany, for longer-term investments as well as 

short-term; the German authorities have been quite receptive to those flows, particularly 

from major OPEC investors, in view of the need for Germany to finance its own 

substantial current account deficit this year.  In addition, U.S. interest rates are currently 

below rates in all other major countries, with the exception of Switzerland.  The pound 

sterling in particular has benefited from interest-sensitive inflows, but so have the French 

franc and the Japanese yen.  The recent rise of the Swiss franc shows that speculative 

flows out of the dollar, simply on the expectation that the franc will appreciate against the 

dollar, are emerging once again.   

Economic activity is no longer quite so buoyant in most other countries, 

although for the moment only the U.K. may be in a clear downturn.  Some central banks 

have begun to cut their interest rates, such as the Dutch and the Belgians, and last week 

the Bank of England’s minimum lending rate was reduced from 17 to 16 percent.  But the 

German Bundesbank has not budged an inch, despite several indications of slower 

growth for the German economy.  Indeed, the Bundesbank even allowed the Frankfurt 

money market to tighten up in lat June and early July and although some liquidity has 
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since been pumped into the market, there is little expectation in the market that the 

Bundesbank is likely to ease up at least until the fall.  In public pronouncements, 

Bundesbank officials have sought to encourage that expectation.  Long-term rates in 

Germany have declined but this is widely interpreted as a sign that inflationary 

expectations in Germany are receding and that D-mark bonds have been attractive to 

OPEC and other international investors. 

Interest rate comparisons are not the only concern of the market.  Traders of 

course recognize that as the U.S. economy contracts sharply, inflation is likely to abate 

somewhat and that substantial improvement is possible in our trade and current account 

position.  There are some private forecasts of a current account surplus for later this year 

and in 1981.  But exchange market participants remain alert to any evidence that the U.S. 

authorities may be easing up on their resolve to combat inflation or are in any way 

distracted from their anti- inflation efforts because of the recession or because it is an 

election year.  Consequently, the heaviest selling pressures on the dollar during the period 

erupted, first, after the partial relaxation in the Federal Reserve’s special credit restraints 

in late May and, then,       the announcement of the phasing out of those restraints last 

week.  Market participants had no particular love for that program, to the extent that one 

provision or another was a constraint on their own actions individually.  But the program 

has been a symbol of the resolve of the U.S. authorities to go to drastic lengths to deal 

with inflationary expectations and once that symbol had been removed, questions 

immediately emerged whether that resolve remains as firm as it had been. 

In addition, the phasing out of the special restraint program was announced at a 

time when tax-cut fever seemed to have gripped American politicians.  Market 
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participants, particularly Europeans, are worried that the Administration can no longer 

hold the line on fiscal restraint and that, with a recession developing during the election 

year, the Federal Reserve will also be subjected to intense pressure to ease monetary 

policy.  Elsewhere, no one is questioning the resolve of the German authorities to fight 

inflation, or the Swiss authorities, or for the moment the British or the French authorities.  

The Japanese look like they may emerge with a strong government after the recent 

election, in which the fight against inflation was a major promise by leaders of the ruling 

party. 

With market psychology becoming so adverse for the dollar, we have faced the 

risk that any significant selling pressure on the dollar could cumulate quickly.  The 

position of us at the Desk, and of our counterparts at the Bundesbank, has been to 

coordinate our intervention closely so as to blunt the force of selling pressure early rather 

than let it build up a head of steam. The occasional but temporary firming up of U.S. 

interest rates, transmitted on to the Euro-markets, has also helped avoid the buildup of 

speculative positions. 

Nevertheless, we have not had the luxury of a buoyant dollar in several 

months, and our margin for maneuver has dwindled.  The dollar is now some 2 percent 

away from its historical lows against the mark, and in view of the many chartists in the 

exchange market these days, we could easily have an escalation of selling should the 

dollar fall to new record lows.  We are beginning to dig more deeply into our intervention 

resources.  Bundesbank officials are beginning to show that they would be reluctant to 

join us in continued sizable operations.  The mark is one of the lowest currencies in the 

EMS, so the Bundesbank cannot act aggressively in the exchanges as a supplier of marks 
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even if they decided to.  The market is beginning to talk of a new realignment in the EMS 

in September to take account of inflationary differentials since the last realignment last 

fall, which means that we could face added strains on the exchange market, and on the 

dollar, as a result of a buildup of speculative positions among European currencies. 
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In pursuing reserve objectives consistent with the monetary growth desired by the 

Committee, the Desk encountered for a time monetary weakness akin to that experienced 

in the previous intermeeting period, but as June unfolded, both M-1A and M-1B 

strengthened to achieve about the minimum growth desired while M2 continued to run 

well above its growth objective. As a consequence, the Desk pursued reserve objectives 

above the minimum levels implied by the Committee’s objectives with the exception of a 

single week when the minimum reserve paths were in force. 

Both total and nonborrowed reserves came in close to desired levels in the first 

4-week subperiod and appear to be on target for the final three weeks. Adjustment 

borrowing, after a one-day bulge in the first week, has been minimal, averaging about 

$75 million, and has been unaffected by the reduction in the discount rate from 13 to. 11 

percent in two stages. The Federal funds rate, which averaged 10 % percent in the week 

of the last meeting, came down quickly to the 9 ‘/2 percent working floor established at 

that time. The rate came off further to the 9 percent area once the 8 95 percent lower limit 

became effective following the June 5 telephone consultation. More recently, the rate has 

been trading more around 9 ?A to 9 !h percent. 

’ 

Since the Desk’s reserve targets were consistent with frictional levels of 

adjustment borrowing throughout the interval, the lower end of the Committee’s effective 

Federal funds rate range came into play on several occasions. In the early days of the 
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period, the Desk had to mop up reserves quite visibly, notably when the initial relaxation 

of the credit restraint program was followed by a drop in the rate well below the 9 V'Z 

percent lower limit then prevailing. Then, followins the June 5 consultation, the Desk 

intervened again to absorb reserves when the rate dropped below 8 $5 percent. A 

conditioning factor at the time was the downward pressure the dollar encountered in the 

foi-eign exchange market. A weak dollar was even more important after the second 

discount rate cut to 11 percent on Junel2, when the Desk intervened early to mop up 

reserves when Federal funds again traded below 8 Yz percent despite a sizable projected 

reserve need. More recently, with the dollar weak in the exchange markets after 

termination of the credit restraint program, we intervened yesterday to absorb reserves in 

the market even with the Federal funds rate a bit above the bottom end of the range. 

Outright operations during the period included purchases of not quite $900 million of 

Treasury coupon securities in the market and of about $500 million bills from foreign 

accounts. 

After declining sharply before the last meeting, yields on.debt instruments 

continued to fall through about mid-June, but have since retraced a portion of their earlier 

post-meeting declines. Looking back over the entire episode since early April, one is 

impressed by the extent to which the coincident slowdown in the economy and the 

decline in key monetary measures in April-May galvanized both investors and issuers of 

securities into action. The rush to commit funds was so pervasive that the markets for 

corporate and municipal debt absorbed a record $35 billion new issues during the second 

quarter, while the Treasury and Federally sponsored agencies raised net new cash of $8 

billion. Even after the recent backup of long-tarn taxable yields, yields on long-term 
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Treasuries (at about 10.30 percent) and on Aaa-rated telephone utilities (at about 11.30 

percent) were 2 95 to 3 percentage points below their peaks. 

In this longer perspective, the recent backup in yields reflects a reappraisal, whose 

likely duration is being debated by market participants. Investors have turned notably 

cautious. The very size of portfolio acquisitions in the quarter significantly reduced the 

urgency of making further additions. The rebound in the monetary aggregates in June 

has suggested to many analysts that the Federal Reserve might not have to press reserves 

as aggressively on the banking system to achieve its annual monetary goals as they had 

thought earlier. Long-term investors also are concerned that a sizable Federal tax cut in 

1981 could well increase the budget deficit to a range of $50 to $80 billion in fiscal 1981 

and reduce the gains to be expected in reducing inflation. Analysts also have been 

increasing their estimates of the Treasury’s near-tern cash needs and note that the cut in 

reserve requirements will result in sizable System sales of securities. 

Underwriters and dealers with sizable trading positions responded quickly to the 

shift in customer mood in mid-June. Their outright sales and hedging actions led to a 

rapid rise of 70 to 80 basis points in long-term taxable yields, albeit they remain 50 basis 

points or so below May 19 levels. The Federal Reserve’s announcement last Thursday of 

the dismantling of the March 14 credit restraint package initially buoyed the hopes of 

market professionals that interest rates will still work irregularly lower, but concern about 

Treasury financing and the dollar have tempered that view. Investors are still not 

exhibiting much interest, remaining concerned that signals from the monetary aggregates 

and the real economy will be more mixed in the future than through most of the second 

quaiter. 
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Short-term interest rates fell quite sharply through mid-June, but then backed up 

considerably as Federal funds and RP rates rose rather than continuing to fall as many 

had expected. Rates on three-month Treasury bills, which were around 9 percent at the 

time of the May meeting, fell below 6 Yz percent in mid-June, partly because of 

anticipated reinvestment demand and sizable foreign account buying. But demand 

proved disappointing and rates adjusted back to around 8 percent when financing costs 

exceeded rates of return by a sizable margin. In Monday’s auction, rates of the three- and 

six-month bills were set at 8.21 and 8.11 percent, respectively, still down 74 and 81 basis 

points from the rates set just before the last meeting. 

increased Treasury financing needs resulting from the recession have already 

meant that the Treasury has raised more cash in the recent period than in the 

corresponding period a year ago. Looking ahead, the Treasury had estimated its third- 

quarter needs at $11 to $14 billion before the May quarterly financing. It now expects 

them to be above $20 billion and market estimates range from $18 to $25 billion. 

Fortunately, the debt ceiling was finally raised to $925 billion on June 27.. so the Treasury 

will not face the need to re-schedule auctions as it did when temporary extensions of the 

existing ceiling beyond May 30 played hob with orderly marketing of debt. Even now, 

however, the Treasury may not be able to get additional bond issuing authority in time for 

the August financing. The amount of long-term bonds that can be sold may only be 

about $1.5 billion, whereas $2 billion or more would be typical. We had given some 

thought to the possibility of additional coupon purchases to help give the Treasury an 

incidental assist to the extent we purchased securities issued under present authority. But 

the reduction in reserve requirements in the July 30 week now makes that unlikely. 
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In view of the substantial cut in requirements, I would think it prudent for the 

Committee to increase the leeway for change in the portfolio between meetings to $4 

billion from the usual $3 billion. 



JAMES I>. KICHLINE 
J n l y  8, J980 

DurirnS o : ~ r  p r e s e n t a t i o n s  th is  morning m w i l l  b e  r e f e r r i n g  t o  t h e  

package  o t  c l i a f t  m a t e r i a l s  d i s t r i h u i e d  ic - > ' c > ~ I .  Thc € j . r s t  c:liart i n  the 

package d i s p l a y s  the p r i n c l p a l  a s s u m p t i o n s  t h a t  h a v e  been  employed i n  

deve lop ing  t h e  s t a f f ' s  f o r e c a s t .  For n o w t a r y  p o l i c y ,  w e  have  assumed 

g r n w t h  o f  Y l A  avera!:.iing 4-11?. p e r c e n t  o v e r  l 9>30- -cons i s t en t  w i t h  longer -  

ritn / i l t e r rwr t ive  I i n  t h e  Bluebook--and con t i~nr i - s t i on  o f  t h a t  gco-dth on 

aver:igc i.n 1.981. Fgr  Fiscal ? o l i c y ,  w e  hav: assumed u n i f i e d  budge t  

e x p e n d i t u r e s  a l i t t l e  h i g h e r  t h a n  i n  t h e  f o r e c a s t  p r e p a r e d  f o r  t h e  l n s t  

n e e t i n e  of t h e  C o x n i t t e e .  A more impor t a l i t  change  i n  t h e  Eiscal assump- 

t i o n ,  however ,  i s  :lie i n c l u s i o n  o f  a t a x  c u t  bee:Lnning J a n u a r y  1981. 

The t a x  c u t  inc lude : ;  income t a x  r a t e  r e d u c t i o n s  f o r  b o t h  i n d i v i d u a l s  and 

b u s i n e s s e s  :is we l l  as l i b e r a l  i.zed de,?reci:it i on  a l l o w a n c e s .  Although 

t h e  acce1 .era ted  d e p r e c i a t i o n  p o r t i o n  r e s u l t s  i n  o n l y  a $ 3  b i l l i o n  l o s s  

of revenucc  i n  :he i . n i t i a 1  y e a r ,  t?ie revenue c o s t s  b u i l d  over t h e .  n e x t  

f e w  ye i i r s  a n d  t h e  economic e f f e c t s  m i g h t  be  viewed a p p r o p r i a t e l y  as  

e q u i v a l e n t  t o  ~n i n v e s t i n e n t  t a r  c r e d i t  w i t h  f i r s t  year c o s t s  of $10 b i l -  

lion. 

3 9 t h  inonet.iry and Cisc.al p c l i c y  a re  viewed as e s e r t i i l g  a 

r e s t r n i n i n g  inflcence on t h e  economy ove r  t h e  f o r e c a s t  hori.zon. The 

next c h a r t  shows tile b e h a v i o r  of  t h e  Treas i i ry  b i l l  r a t e  e x p e c t e d  t o  be 

c o n s i s t e n t  q i t h  t h e  tnonetary  <l:;gre:;ate assiimpt.ion and  t h e  pe r fo rmance  o f  

t h e  economy. The b i l l  r a t e  ha:; plunged  froin i t s  peak  i n  t h e  f i r s t  quar-  

t e r ,  bu t  21s growti i  o f  nomina l  GNI' p i c k s  ilp l a t e r  t h i s  y e l r  and e s p e c i a l l y  

.in 1981 in te r tzs t  r;i!:;.s will lx:.~ t o  r i s e  t ?  ho ld  growtii of :$-lA t o  



4-112 p e r c e n t .  

1 9 8 1  and r i s e  f u r t h e r  t o  the  ne izhborhood  o f  11-1/2 p e r c e n t  l a t e  i n  t h e  y e a r ,  

while t h e  income v e l o c i t y  of N - l A  i s  .also r i , ; ing  s u b s t a n t i a l l y .  

The  h i l l  r a t e  i s  e x p e c t e d  t o  b e  a round  1 0  p e r c e n t  e a r l y  i n  

The n e x t  c h a r t  d i s p l a y s  some i n f o r n t a t i o n  o n  t h e  f e d e r a l  budget  

and f Lscal p o l i c y .  The A d m i n i s t r a t i o n ' s  Inid-?enr budge t  f i g u r e s  a r e  still 

i n  a I i i g h l ~ y  2 r e l i . m i n a r y  s t a t e  h u t  t h e y  seem l i k e l y  to  e n t a i l  a d e f i c i t  

sn:newhero b e t w e n  $55-$60 b i l l i o n  f o r  FY 1980, o r  a little h i g h e r  t h a n  t h a t  

i n  t h e  s t a f f  f o r e c a s t .  For FY 1981 t i l e  A d m i n i s t r a t i o n  d e f i c i t  f i g u r e  

c o u l J  be i n  the $30-$35 b i l l i o n  r a n g e ,  i n c l u d i n z  t h e  impac t  o f  a $25  b i l l i o n  

r e d u c t i o n  i n  t a x e s .  T h e  much h i g h e r  s t a f f  d e f i c i t  i s  a c c o u n t e d  f o r  p r i n c i -  

p a l l y  by a weaker  ecn:ioinic r e c o v e r y  d u r i n g  1981. Even w i t h  t h e  assumed 

t ax  c u t  i n  t h e  s t a f f  f o r e c a s t  t h e  budge t  on n h i g h  einploynent  bas i s - - the  

lower  panel--moves f u r t h e r  i n t o  s u r p l u s .  T h u s  d i s c r e t i o n a r y  f i s c a l  p o l i c y  

would s t i l l  a c t  i s  a r e s t r a l n i h g  i n f l u e n c e ,  i n  d i s t i n c t  c o n t r a s t  t o  t h e  

per formance  diiriiiig p r e - ~ i o u s  r e c c s s i o n s r y  p e r i o d s .  

Xr. ZeiseZ w i l l  coirtiiiile t h e  pres.o_nt;l~:ion w i t h  a d i s c u s s i o n  o f  

r e c e n t  and p r o s p e c t i v e  d o m e s t i c  economic de..T;-lop-ients. 



J o s e p h  S.  Zeisel 
J u l y  9 ,  1 9 8 0  

FOMC CHART SlIOW 

The f i r s t  c h a r t  i n  t h e  next s e c t i o n  p o r t r a y s  t h e  s h a r p -  

n e s s  of th i .  c o n t r a c t i o n  i n  key sectors  c f  t h e  economy d u r i n g  

r e c e n t  moiwths. A s  s h o w n  i n  t h e  u p p e r  l e f ~ t  hand p a n e l ,  h o u s i n g  

a c t i v i t y  weakened i n  ear1.y 1 9 7 9 ,  r e s p o n d i n g  t o  mone ta ry  p o l i c y  

c : o n s t r a i n t s ,  and s t ~ a r t s  t u r n e d  sharpl~y downward a f t e r  l a s t  

O c t o b e r ' s  1 j o 1 . i ~ ~  a c t i o n s ; ,  t h e y  have  f a l l c n  p r e c i p i t o u s l y  s i n c e .  

The p i c t u r e  f o r  r e t a i l  s a i e s - - t h e  x i y h t  hand p a n e l - - i f  a n y t h i n g ,  

looks v:orsc. S i n c e  t h e i r  peak i n  J a n u a r y  r e a l  r e t a i l  s a l e s  h a v e  

f a l l e n  more t h a n  1 0  p e r c e n t ,  t h e  sharpesi:  p o s t w a r  four-month d r o p  

on r e c o r d .  U n i t  a u t o  s a l e s  h a v e  been e s p e c i a l l y  weak d e s p i t e  

e x t e n s i v e  p r i c e  c u t t i n g ,  and s i g n i f i c a n t  d e c l i n e s  h a v e  been  

r e c o r d e d  f o r  s a l e s  o f  smaller, f u e l - e f f i c i e n t  models - -both  

f o r e i g n  and domes t i c - - a s  well  as'^ f o r  l a r g e r  cars .  

T h e  bo t tom t w o  p a n e l s  i n d i c a t e  t h e  a s s o c i a t e d  produc-  

t i o n  and crriployment a d j u s t m e n t s .  The  c u t  i n  a u t o  o u t p u t  h a s  

abou t  matched t h e  cleclj.ne i n  s a l e s .  and au'co s t o c k s  h a v e  t e n d e d  

t o  s t a b i l i z e ,  a l . b e i t  ii't h i g h  levels 1re1ai:ive t o  sa les .  O v e r a l l ,  

howevcr, p i o d u c t i c n  and employment a d j u s t m e n t s  're s t i l l  b e i n g  

iiiade t o  p a s t  d e c l i n e s  i n  f i n a l  denands .  

As portrsyed. i n  t h e  n e s t  c h a r t ,  t h e  s t a f f  e x p e c t s  t h a t  

t h e  c v n t r a c t l o n  i n  o v e r a l l  o u t p u t  w i i l  c o n ~ i n u e  t o  t h e  end o f  t h i s  

y e a r .  We e s t ina t e  t h z t  t h e  second ' q u a r t e r ,  just p a s t ,  saw GNP fall 

at a n e a r  r c c o r d  9 p-.rcent a n n u a l  r a t e ,  and  e x p e c t  t h i s  t o  be t h e  

s h a r p e s t  c o n t r a c t i o n  i n  t h i s  c y c l e .  Over t h e  s e c o n d  h a l f  o f  t h e  



yea r  t h e  r a t e  of d e c l i n e  i s  p r o j e c t e d  t o  a v e r a g e  a b o u t  3 pe l - cen t .  

A s s i s t e d  by t h e  tax c u t ,  r e c o v e r y  i s  e x p e c t e d  t o  b e g i ~ n  c z r l y  

n e x t  y e a r  w i t h  r e a l  G N P  advanc ing  by about 2-1/2 p e r c e n t  o v e r  t h e  

f o u r  q u a r t e r s  of 1981. 

The bot tom p a n e l  compares  t h i s  c y c l e  w i t h  o t h e r  p o s t -  

war c o n t r a c t i o n s .  The c u m u l a t i v e  d e c l i r i f  f r o m  i t s  peak i.n t h e  

f i r s t  q u a r t e r  t o  t h e  t r o u g h  i n  the f o u r t h  is p r o j e c t e d  t o  t o t a l  

a b o u t  4-1/4 p e r c e n t ,  s u b s t a n t i a . l l y  more t h a n  i n  any p o s t w a r  d r o p  

o t h e r  t h a n  1973-75. Moreover ,  t h e  r e c o v f r y  i s  a n t i c i p a t c d  t o  h e  

more s l u g g i s h  t h a n  any post.war e x p e r i e n c e ,  a f u n c t i o n  p a r t l y  of 

c o m p a r a t i v e l y  t i g h t  n o n e t a r y  and f i s c a l .  i i o l i c i e s .  

T h e r e  a r e  s e v e r a l  r e a s o n s  f o r  f e e l i n g  t h a t  t h e  monei~tum 

of  t h e  ' d e c l i n e  s h o u l d  modera te  o v e r  t h e  n e x t  few q u a r t e r s .  As I. 

ment ioned  e a r l i e r ,  a u t o  a s s e i n h l i e s  h a v e  ! x e n  b r o u g h t  f a i . r l y  c l o s e l y  

i n t o  l i n e  w i t h  demand, and w i t h  t h e  r e c e n t  e a s i n g  o f  c r c d i t  c o n d i -  

t i o n s ,  s a l e s  ar.d p r o d u c t i o n  s h o u l d  p i c k  LIP somewhat i n  t h e  n e a r  

f u t u r e  .. 

Moreover ,  t h e r e  a r e  some s u G g e s t i o n s  t h a t  t h e  c o n t r a c t i o n  

i n  h o u s i n g  demand 2nd a c t i v i t y  may be c l o s e  t o  b o t t o m i n g  out. The 

t o p  p a n e l s  i n  t h e  n e x t  c h a r t  show t h e  s h a r p  d e c l i n e  i n  mor tgage  

l e n d i n g  commitments and t h e  c o l l a p s e  of  h o u s i n g  demand o v e r  t h e  

p a s t  h a l f  y e a r .  The r e c e n t  s h a r p  downward movement of mor tgage  

i n t e r e s t  r a tes ,  shown i n  t h e  l~ower  l e f t  p a n e l ,  and t h e  r ebcund  i n  

d e p o s i t  growth a t  t h r i f t s  t h a t  accompanied the g e n e r a l  d e c l i n e  i n  

ra tes  s h o u l d  t u r n  housin(3 demand and m o r t g a g e  l e n d i n g  a round  



I n d e e d ,  t h e  t o p  p a n e l  of t h e  n e x t  c h a r t  i l l u s t r a t e s  c l - e a r l y  the 

c l o s e  co r re spondence  of mor tgage  !.oan volume,  wi.th a fcw moiitrhs 

l a g ,  and t h e  movement i n  t i m e  and s a v i n g s  d e p o s i t s  a t  S & L s ,  which 

have  t u r n e d  upward. 

A s  i s  i l l u s t r a t e d  i n  t h e  bot tom p a n e l ,  we are p r o j e c t i n g  

a p i c k u p  i n  h o u s i n g  t h a t  i s  somewhat u n d e r  t h e  ]pace of p a s t  c y c l i c a l  

r e c o v e r i e s ,  w i t h  acti .Tu7i. ty c o n s t r n i ~ n e d  by h i s t o r i c a l l y  h j ~ y h  i . n t e r e s t  

r a t e s  a s  w e l l  a s  by s l u g g i s h  g e n e r a l  economic c o n d i t i o n s .  13y t h e  

end  o f  1 9 8 1  w e  e x p e c t  h o u s i n g  s t a r t s  t o  r e a c h  a l e v e l  of a b o u t  1 . 4  

m i l l i o n  u n i t s .  

The n e x t  c h a r t  p o r - t r a y s  t.he i n v e n t o r y  prob1.i.m t h a t  h a s  

d e v e l o p e d  i n  t h e  p a s t  few months i n  t h e  wake of t h e  p r e c i p i t o u s  

d r o p  i n  s a l e s .  I n  compar ing  t h e  two t o p  p a n e l s ,  it i s  e ~ ~ , i d e n t  

t h a t  i n v e n t o r y - s a l e s  r a t i o s  have  begun t o  t a k e  on t h e  c h a r a c t e r -  

i s t i c s  o f .  t h e  l a t e  1 ~ 9 ? 4  si. t u a t i o n .  fiowever, s u b s t a n t i a l .  produc-  

t i o n  o f  a d j u s t m e n t s  a r e  u r d e r  'way w h i c i i  s i io i i ld  l i m i t  t h e  e x t e n t  

of my i r lvbntory  c:7cle. ;ifrer a n  e x c c p t i o n a l i p  1;irge runulp i n  

Apr~i.:l, m a n u f a c t u r e r s '  s t o c k s  qre-J l i t t l e  and w h o l e s c l e  s t o c k s  

d e c l i n e d  i n  May, a s  i . n d u s t r i a 1  p r o d u c t i o n  was c u t  s h a r p l y  f u ~ - t l i e r .  

A d e c l i n e  i n  o u t p u t  a s  l a rge  or l a r g e r  a p p e a r s  t o  have  o c c u r r e d  

i n  June, which s h o u l d  p r e v e n t  s t o c k s  from b a c k i n g  up f u r t h e r .  A s  

t h e  midd le  p a n e l  shows,  w e  a n t i c . - p a t e  t h a t  b u s i n e s s  w i l l  s u c c e e d  

i n  keepj.ng s t o c k s  i n  l i n e  w i t h  sales, and as  i s  e v i d e n t  i:i t h e  

bot tom p a n e l ,  t h i s  i m p l i e s  an i n v c n t o r y  r u n o f f  d u r i n g  t h e  second 

h a l f  of t h e  y e a r ,  w i t h  an u p t u r n  i n  t h e  s p r i n g  o f  1981 when sa l e s  

p i c k  up. 



Although i n v e n t o r y  i n v e s t m e n t  may s u p p o r t  g rowth  i n  

1 9 8 1 ,  b u s i n e s s  f i x e d  i n v e s t m e n t  may s t u n t  t h e  r e c o v e r y  th rough-  

o u t  much of n e x t  y e a r .  I n  t h e  nc'xt c h a r t ,  t h e  L1ppc.r l e f t  h;lnd 

p a n e l  shows t h e  d r o p  i n  demand fo r  b u s i n e s s  v e h i c 1 . e ~  o v e r  t h e  

p a s t  y e a r .  T y p i c a l l y ,  c a n c e l l a t i o n s  of s h o r t  l e a d - t i m e  i tems 

s u c h  as  t r u c k s  a re  among t h e  f i r s t  a d j u s t m e n t s  t h a t  a re  made i n  

c a p i t a l  s p e n d i n g .  The r i g h t  hand . p a n e l  p o r t r a y s  new o r d e r s  f o r  

nonde fense  c a p i t a l  equ ipmen t ,  and i n d i c a t e s  t h e  d e v e l o p i n g  weak- 

n e s s  i n  commitments f o r  l o n g e r  l e a d - t i m e  c a p i t a l  o u t l a y s .  I n  

c o n j u n c t i o n  w i t h  t h e  d e c l i n e  s i n c e  e a r l y  l a s t  y e a r  i n  c o n t r a c t s  

f o r  commercial and i n d u s t r i a l  c o n s t r u c t i o n ,  t h e s e  d a t a  por- tend 

a c o n t i n u e d  downtrend  i n  f i x e d  c a p i t a l  s p e n d i n g  over t h e  b a l a n c e  

of  t h i s  year. 

The. outlook for 1 9 8 1  i s  more u n c e r t a i n ,  b u t  as  i s  ind i , -  

c a t e d  i n  t h e  mic?dle panel, we a r e  p r o j e c t i n g  a d r o p  i n  c a ? a c i t y  

u t i l i z a t i o n  r a t e s  i ~ n  m a n u f a c t u r i n g  t o  a l z v e l  n o t  much above t h s t  

r eached  a t  t h e  bo t tom of t h e  1 9 7 5  r e c e s s i o n ,  which s h o u l d  r e d u c e  

t h e  urgency  f o r  new c a p i t a l  f o r m a t i o n .  With p r o f i t  pc r fo rmance  

p o o r  and nominal  i n t e re s t  r a t e s  h i g h ,  we a r c  f o r e c a s t i n g  a d e c l i n e  

i n  r e a l  c a p i t a l  s p e n d i n g  t h r o u g h o u t  1 3 8 1 - - l x t  one t h a t  m o d e r a t e s  

as  t h e  e f f e c t s  of c o r p o r a t e  t a x  cuts and a c c e l e r a t e d  d e p r e c i a t i o n  

b e g i n  to t a k e  h o l d .  

The n e x t  c h a r t  addr i . s ses  t h e  go.,vernment component o f  

s p e n d i n g .  As Mr. K i c h l i n e  n o t e d ,  f i s c a l  p o l i c y  i n  1 9 8 0  and 1991 

remains  u n u s u a l l y  r e s t r i c t i v e  f o r  t h i s  s t a g e  o f  a c y c l e .  Eut w e  
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d o  expect  t h a t  d e f e n s e  s p e n d i n g  w i l l  b e  a c c e l e r a t i n g .  The p ro -  

j e c t e d  r a t e  of r i s e - - a b o u t  8 p e r c e n t  in r e a l  terms--is soincwhat 

above  t h a t  proposed hy t h e  administra. t i .oi-L, b u t  i n  I . ine w i t h  

r e c e n t  Congres s iona  a c t i o n s .  

T o t  a 1 re a government pu r c h 3 s e s - - t h e bot tom pane  1 - - a f e 

p r o j e c t e d  t o  r i s e  q u i t e  inoi ies t ly  , damped by c o n t i n u e d  r e s t r a i n t  

i n  f e d e r a l  nonde fense  o u t l a y s  a n d  a g e n e r a l  d e c l i n e  j ~ n  r e a l  s t a t e  

and l o c a l .  p u r c h a s e s  a s  t h e s e  j u r i s d i c t i o n s  r e a c t  t o  downward p r e s -  

s u r e  on t h e i r  r e c e i p t s ,  b o t h  t a x e s  and f e d e r a l  g r a n t s .  

T h e  n e x t  c h a r t  p v e s e n t s  i n  t h e  t o p  p a n e l  t h e  p a t t e r n  o f  

p r o j e c t e d  change  i n  a g g r e g a t e  real  d i s p o s a b l e  income t h r o u g h  1981.  

Fo l lowing  a s h a r p  c o n t r a c t i o n  t h i s  y e a r  a s  employment i s  c u t  h a c k ,  

w e  f o r e s e e  an h i s t o r i c a l l y  weak r e c o v e r y  i n  r e a l  income i n  1 9 8 1  

i n  l i n e  w i t h  t h e  poor  pe r fo rmance  of  o v & r a l l  o u t p u t  g rowth .  I t  

i s  also i m p o r t a n t  t o  n o t e  t h a t  t h e  assumed J a n u a r y  1 p e r s o n a l  

:income t a x  c u t  o n l y  a b o u t  o f f s e t s  t h e  b i t e  of  i n c r e a s e d  s o c i a l  

s e c u r i t y  t a x e s  .and i n f l a t i o n - i n d u c e d  i n c r e a s e s  i n  p e r s o n a l  j.ncorw 

t a x e s .  A s  t h e  m i d d l e  pane l  shows,  t h e  s a v i n g  r a t e  i s  e x p e c t e d  t o  

s t a b i l i z e  i n  t h e  5 p e r c e n t  r a n g e ,  s i g n i f i c a n t l y  above t h e  u n u s u a l l y  

l o w  l e v e l s  of t h e  p a s t  few q u a r t e r s ,  b u t  w e l l  below t h e  r a t e s  t h a t  

o b t a i n e d  e a r l i e r .  The low s a v i n g  r a t e  p r o j e c t e d  re f lec ts  o u r  v i e w  

t h a t  consumers  w i l l  s t r i v e  t o  m a i n t a i n  l i v i n g  s t a n d a r d s  i n  t h e  

face of s l u g g i s h  r e a l  j-ncorne g rowth  and c o n t i n u e d  i n c r e a s e s  i n  

t h e  r e l a . t i v e  p r i c e  of  n e c e s s i t i e s  s c c h  as  e n e r g y .  
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A s  t h e  bot tom p a n e l  i n d i c a t e s ,  t h e s e  v a r i o u s  f a c t o r s  

have  l e d  u s  t o  f o r e c a s t  a small a rowth  of  r e a l  consumer s p e n d i n g  

i n  1981--about  1-1/2 p e r c e n t ,  an u n u s u a l l y  s l u g g i s h  perfor::iance 

e a r l y  i n  a recovery-.  

The n e x t  c h a r t  p o r t r a y s  t h e  employment o u t l o o k .  Job 

c u t s  are  e x p e c t e d  t o  c o n t i n u e  t h r o u a h  y e a r - e n d ,  w i t h  o n l y  a sma l l  

employment i n c r e a s e  i n  1981. Nonfarm employment h a s  a l r e a d y  

f a l l e n  by o v e r  a mi~llion s i n c e  F e b r u a r y  and is p r o j e c t e d  t o  fall 

f u r t h e r  by o v e r  h a l f  a m i l l i o n  by yea r -end ,  w i t h  most  of t h e  cut.s  

i n  c y c l i c a l l y  s e n s i t i v e  m a n u f a c t u r i n g .  

While we assume t h a t  l a b o r  f o r c e  g rowth  a l s o  w i l l  slow-- 

as  it d i d  i n  t h e  1 9 7 4 - 7 5  per i~od--we expect  a r a t e  o f  i n c r e a s e  

a b o u t  i n  l i n e  w i t h , g r o w t h  i n  work ing  a g e  p o p u l a t i o n .  Thus ,  

unemployment shoulc? c o n t i n u e  t o  i n c r e a s e ,  r e a c h i n g  a b o u t  9 per- 

c e n t  i n  e a r l y  1 9 8 1 ,  and b e g i n  t o  e a s e  o f f  i n  t h e  l a t t e r  h a l f  of 

n e x t  y e a r .  

A s  t h e  n e s t  c h a r t  shows,  we e x p e c t  t h e  r i s e  i n  unemploy- 

m e n t  to inake o n l y  a s m a l l  d e n t  i n  t h e  r a t e  o f  i n c r e a s e  i n  h o u r l y  

compensa t ion .  With p r i c e s  cont:i.nui.ng t.o risc r a p i d l y ,  we a n t i -  

c i p a t e  only a modes t  e a s i n g  of wage p r e s s u r e s ,  p a r t i c u l a r l y  i n  t h e  

h i g h l y  o r g a n i z e d  sectors   here i n d e x i n g  i s  more p r e v a l e n t .  More- 

o v e r ,  any e a s i n g  i r :  wages w i l l  b e  0 f f s e . t  i n  p a r t  b y  t h e  s c h e d u l e d  

s h a r p  r ise  i n  s o c i a l  s e c u r i t y  t a x e s .  

W e  do a n t i c i p a t e  a c y c l i c a l  improvement i n  p r o d u c t i v i t y  

i n  1 9 8 1 ,  shown i n  t h e  m i d d l e  p a n e l ,  a l t h o u g h  t h e  g a i n  i s  l i k e l y  
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t o  b e  m o d e r a t e ,  i n  l i n e  w i t h  t h e  s l u g g i s h  r e c o v e r y  i n  o u t p u t .  A s  

t h e  bo t tom p a n e l  shows, t h i s  s t i l ~ l  leaves u n i t  l a b o r  c o s t s  r i s i n g  

a t  a r e l a t i v e l y  r a p i d  7 - 1 / 2  p e r c e n t  r a t e  o v e r  1 9 8 1 .  

Moreover ,  t h e  i m ~ r o v c m e n t  i n  u n i . t  l a b o r  c o s t s  i s  l i . k e l y  

t o  d o  l i t t l e  for p r i c e s .  A s  i n d i c a t e d  i n  t h e  t o p  p a n e l  o f  the 

n e x t  c h a r t ,  u n i t  l a b o r  cost. i n c r e a s e s  are  p r o j e c t e d  t o  r e m a i n  

above t h e  u n d e r l y i n g  i n f l a t - i o n  r a t e  t h r o u g h o u t  most of t h e  p e r i o d .  

Thus,  f i r m s  may b e  e x p e c t e d  t o  u s e  any e a s i n g  i n  t h e i r  c o s t s  p r i -  

m a r i l y  t o  improve t h e i r  p r o f i t  p o s i t i o n s .  

A s  t h e  bo t tom panel  shows, t h e  r ise i n  ene rgy  pr ices  i s  

assumed t o  modera t e  s i g n i f i c a n t l y  i n  1 9 8 1 .  N e v e r t h e l e s s ,  i n c l - u d i n g  

t h e  e f f e c t s  of d e c o n t r o l ,  d o m e s t i c  e n e r q y  p r i c e s  are  expected t o  be 

r i s i n g  a t  c l o s e  t o  a -20 p e f c e n t  r a t e  over 1 9 8 1 .  Food p r i c e s  are 

e x p e c t e d  t o  a c c e l e r a t e  l a t e r  t h i s  y e a r  as a r e s u l t  o f  r e d u c e d  m e a t  

s u p p l i e s ,  and i n  a e n e r a l  t h e  f o o d  s i t u a t i o n  is n o t  p r o j e c t e d  t o  

c o n t r i b u t e  t o  r educed  i n f l a t i o n  t h r o u g h  1951. 

F i n a l l y ,  t h e  n e x t  c h a r t  shows .the s t a f f ' s  c u r r e n t  v i e w  

of t h e  o u t l o o k  f o r  o v e r a l l  i n f l a t i o n .  We e x p e c t  t h e  c o m b i n a t i o n  

o f  a n  u n u s u a l l y  protractes  p e r i o d  of s l a c k  m a r k e t s  and a m o d e r a t i o n  

i n  t h e  upward t r e n d  of  e n e r g y  p r i c e s  t o  r e s u l t  i n  some e a s i n g  of 

t h e  i n f l a t i o n a r y  s i t u a t i o n  i n  1981--but  t h e  p r o g r e s s  w i l l  b e  

s l i g h t ;  t o t a l  p r i c e s  are  p r o j e c t e d  t o  e a s e  f rom a 1 0  p e r c e n t  ra te  

d u r i n g  1 9 8 0  t o  a b o u t  8 - 1 / 2  p e r c e n t  by t h e  l a t t e r  h a l f  of 1 9 8 1 .  

M r .  Truman w i l l  now c o n t i n u e  w i t h  a d i s c u s s i o n  of t he  
~~ . .  ~~~ 

~~ ~~ .~ . ~~ 

i n t e r n  a t  i o n  a 1 si  t u a  t i on.  







The l a s t  iiitcriii!tionai char t  sux r izes  our pi-ojec.tion f o r  ~ i l ; ?  

exicrnal sector o-: tiie S.S. ecor?ia:y. 7he t o p  pznel s h o ! ~  t h a t  i ~ e  expec t  ii 

progressive r?di;ction i i i  the  tr'ide d e f i c i t  extending i n t o  e 2 r l y  1481 2 ~ 6  

a movermi: into c x m w . t  dccoi int  siirplrrs l z t e  t h i s  year. Hos..n $ , L ~ e r ,  by t k ?  PI.: 

o f  I%:, the trade d e f i c i t  i s  ezpccted t o  iiicrezse again aiid the current-  

account sl;rp!us tr: dl 'sappear.  

I n  teriiis of tcie U!P accounts, i l l u s t r a t e d  in "Lie last  t\;o parsis ,  

real exports o f  goods and  services are W F e C t f d  t o  be essent- ;a l ly  uncha!l~F.: 

tliroiicjh t h e  end o f  1981. T! ius,  t h ?  course of real GNP - net exportz c f  :;ai)ds 

and snr\i-ices, depicted i n  t h e  bottom p31iel by t h c -  red l i n e ,  reT1ects ix<n1:; 

p r o j e c t s d  cvclica! noveinenis S n  real  ii!!ports o f  goods and seri:ices. 

Finally,  althoucjii the dol1ar ' ;  recent weakness may w l l  i i o t  have ; . ~ P : . E c  

i t s e l f  o u t ,  wte expect  t h e  average foreign exchange value o f  tlie doll:- ?'; ? ?  

soir;ei\r!iat hicjhsr a year froni now t h a n  i t  has teen recent.1y. The sti-ei~;:~:ie::i?.; 

of the  do l l a r  should be supported by r i s ing  interf:s-l ra tes  on Gollar- 

denonlinated assets  a t  a time when fcr?ign int.c!-cst rates are expected ti. 

be dcclining. The expectcd moLe of ou r  ci:r,:?eni accosnt i n t o  surplus 

shotild a l so  prsvide s u p p o r t  far the d o l l a r ,  while r s l a t i v e  in f l a t ion  

t i e v e l ~ p ~ ~ i t ~  should contintie t o  bs adi,erse. 

Mr. Kichl ine  will  n3w complete our  present.ati3:). 










